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“The potential
for abuse of
10b5-1 plans is
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the appearance of
abuses in today's
environment is
ever greater..."
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Linda Chatman Thomsen, Director

of the SEC's Enforcement Division,
announced in October 2007 that her
division would probe issues associated
with the use of 10b5-1 trading plans
by corporate insiders,' and the SEC
staff recently has said that 10b5-1 plan
issues continue to be an area of focus.’
Thomsen identified disclosure issues,
unusually favorable dates to begin or
halt the sale of company stock, and the
use excessive discretion as potentially
abusive practices.

The media also has taken notice. Media
reports of insiders’ aggressive, if not
illegal, uses of 10b5-1 trading plans
have become almost commonplace.’

This Client Alert discusses how 10b5-1
plans work, potentially abusive practices
that academics, the media and the SEC
have identified, and suggestions for
10b5-1 plan guidelines that companies
should consider adopting to reduce the
risk of being criticized for permitting
their insiders to engage in abusive
practices.

About the Rule

Rule 10b5-1, adopted by the Securities
and Exchange Commission in August
2000, clarifies that insider trading
liability merely requires proof of
trading while “aware” of material non-

public information and not that the
trader actually “used” the information
when making the trade.* Although

it potentially increases exposure to
insider trading liability, Rule 10b5-1
also contains two important affirmative
defenses.

The first affirmative defense is available
to individuals and entities making a
purchase or sale who demonstrate that
the purchase or sale was pursuant to

a binding contract, specific instruction
or written plan entered into before
becoming aware of the material non-
public information. This affirmative
defense was intended to provide
appropriate flexibility to those who
wish to plan securities transactions

in advance at a time when they are

not aware of material non-public
information, and then carry out those
pre-planned transactions at a later time,
even if they later become aware of
material non-public information.’

The second affirmative defense is
available only to entities. It is available
where the individual making the
investment decision on behalf of the
entity was not aware of the information,
and the entity had implemented
reasonable policies and procedures to
prevent insider trading.® This Client
Alert focuses on the first affirmative
defense.
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Requirements of the Rule

In order to comply with the first
affirmative defense, the individual or
entity must demonstrate the following:

e Before becoming aware of the
information, the individual had
entered into a binding contract to
purchase or sell the security, provided
instructions to another person to
execute the trade for the instructing
person's account, or adopted a written
plan for trading securities;

e The contract, instructions or plan
either:

— expressly specified the amount,
price and date;

— provided a written formula or
algorithm, or computer program,
for determining amounts, prices
and dates; or

— did not permit the person to
exercise any subsequent influence
over how, when or whether to
effect purchases or sales; provided,
that no other person who did
exercise such influence was aware
of material non-public information
when doing so; and

e The purchase or sale that occurred
was pursuant to the prior contract,
instruction or plan.’

This last requirement will not be
deemed satisfied if, among other things,
the individual who entered into the
contract, instruction or plan altered

or deviated from it, or entered into or
altered a corresponding or hedging
transaction or position with respect to
those securities. The affirmative defense
is available only when the contract,
instruction or plan was given or entered
into in good faith, and not as a plan or
scheme to evade the prohibitions of Rule
10b5-1.°

The Rule makes clear that the contract,
instruction or plan can either expressly
specify the amount, price or date of
purchases or sales, or provide a formula,
algorithm or computer program for
determining them. For example, an
employee could enter into a plan that
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provides that the employee will exercise
stock options and sell the underlying
shares one month before each date on
which his or her child’s college tuition

is due, where the amount of the trade

is linked to the cost of the tuition. An
insider also could design a written
trading plan that tracks or corresponds
to a market index, market segment or
group of securities.’

The Rule also allows an individual to
adopt a plan that delegates complete or
partial discretion to determine amounts,
prices and dates to another individual
who is not aware of material non-public
information, provided that the plan does
not permit the individual entering into
the plan to exercise any subsequent
influence over the purchases or sales.™

Plan Deviations and
Modifications

Rule 10b5-1 states that the affirmative
defense does not apply if the individual
who entered into the contract,
instruction or plan altered or deviated
from it." Thus, for example, if an insider
enters into a contract or plan to sell
1,000 shares of his or her company's
stock when unaware of material non-
public information, and then later
doubles his or her planned sale to 2,000
shares when he or she is aware of
material non-public information, he or
she will lose the defense for the entire
2,000 shares.

The SEC has differentiated between
plan deviations and plan modifications.
According to the SEC, an individual
acting in good faith may modify a prior
contract, instruction or plan so long as
he or she is not aware of material non-
public information at the time of the
modification.” In that case, a purchase
or sale that complies with the modified
contract, instruction or plan will be
considered to be pursuant to a new
contract, instruction or plan.

The good faith requirement is an
important constraining, and problematic,
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factor because it is inherently subjective.
Modifications that do not have a good
faith justification will lose the benefit

of the affirmative defense. Frequent
modifications may be especially hard

to justify. Moreover, it is possible that a
modification that is not entered into in
good faith may also raise into question
the good faith at the time the plan

was entered into. In such a case, the
individual entering into the plan risks
losing the affirmative defense for all
transactions pursuant to the plan, even
those that occurred prior to the plan
modification, as well as undermining the
bona fides of subsequent plans.

Hedging Transactions

Hedging transactions are treated
similarly to plan deviations. Rule 10b5-1
states that the affirmative defense does
not apply to purchases and sales of
securities where the person entering
into the contract, instruction or plan
enters into or alters a corresponding or
hedging transaction or position with
respect to the securities. The affirmative
defense would be inapplicable to both
the transaction pursuant to the contract,
instruction or plan and to the hedging
transaction.”

Early Termination of Plan

Neither the Rule nor the proposing

or adopting releases address the
consequence of early termination of
plans." Early termination can be viewed
as a plan modification in which the
amount of future transactions under

the plan is reduced to zero. Since early
terminations do not involve sales into
the market, they trigger no insider
trading violation in and of themselves.
However, as with plan modifications,
early termination may call into question
the good faith element at the time of
entering into the plan, and thus puts in
jeopardy the affirmative defense for all
prior transactions pursuant to the plan,
as well as transactions under subsequent
plans.
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Potential Abuses of 10b5-1
Insider Trading Plans

As was the case with the options
backdating scandal, an academic study
sparked media and SEC interest in
possibly abusive practices involving
10b5-1 plans.” Stanford University
Graduate School of Business assistant
professor Alan D. Jagolinzer examined
more than 100,000 trades by more

than 3,000 executives at almost 1,250
companies and the return on trades
made through 10b5-1 plans.” He found
that trades under 10b5-1 plans beat
the market by more than 6 percent
during a period of six months, while
executives at the same companies who
traded without 10b5-1 plans beat the
market by only 1.9 percent. Specifically,
Jagolinzer found that “a substantive
proportion of selected 10b5-1 plan
initiations are associated with pending
adverse news disclosure” and “early
sales plan termination is, on average,
associated with pending positive firm
performance.” His analysis of the data
suggests that some insiders have used
10b5-1 trading plans so “strategically”
that the insider trading laws may have
been—and currently are being—broken.

Jagolinzer's research prompted the

SEC to undertake a more detailed
study of 10b5-1 plans. In a March 8,
2007 speech at the Corporate Counsel
Institute, Thomsen said that Jagolinzer's
study raises the possibility “that the
plans are being abused in various ways
to facilitate trading based on inside
information.” Thomsen warned, “"We're
looking at this hard. We want to make
sure that people are not doing here what
they were doing with stock options. If
executives are in fact trading on inside
information and using a plan for cover,
they should expect the ‘safe harbor' to
provide no defense.""

Judging by published reports of
questionable 10b5-1 plan practices by
executives at more than a few prominent
public companies, Thomsen's warning
may have come too late for some.”



Latham & Watkins | Client Alert

Second Academic Study of
10b5-1 Plans

More recently, Jagolinzer and two
colleagues conducted a study that led
them to a counterintuitive conclusion:
Voluntary disclosure regarding 10b5-1
plans is associated with greater abnormal
returns from insiders’' trades. In fact,
they found a correlation between greater
specificity in disclosure and greater
declines in the insiders' companies’
stock prices following the insiders’ sales
pursuant to 10b5-1 plans.*

The authors posit that companies and
insiders recognize that public disclosure
of plans can provide important litigation
benefits. Although a properly adopted
10b5-1 plan will provide an affirmative
defense to insider trading liability
whether or not it is publicly disclosed,
courts typically will not take judicial
notice of the existence of the 10b5-1
plan at the motion to dismiss phase

if the plan has not been publicly
disclosed.” In other words, disclosure
increases the possibility of a low-cost
dismissal. But there are costs associated
with disclosing a plan, particularly if
disclosure of the existence of a plan
provides a signal to the market before
the insider can complete a trade. The
authors find that this cost-benefit
analysis is resolved in favor of disclosure
most often in cases where disclosure
provides the greatest perceived litigation
benefit, such as when the company has
a high litigation risk generally and when
the ability to trade provides the insider
with the greatest opportunity to profit.”

Possible SEC Action

This new study may spur the SEC to
propose a rule that is tailored to prevent
10b5-1 plan abuses by requiring more
than just disclosure of plan adoption.

In 2002, the SEC considered a rule
proposal that would have required
companies to report when insiders
adopted, terminated or modified 10b5-
1 plans.” Requiring such disclosure
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is a concept that Thomsen discussed,
noting that “asymmetrical disclosure”

or “disclosure of entry into a 10b5-1
plan, without timely disclosure of related
plan modifications or terminations” is a
method that insiders use to abuse 10b5-1
plans. Given that required disclosure of
plan terminations and modifications was
part of the rule that the SEC proposed

in 2002, it may resurface in future
rulemaking. The SEC also might require
issuers to disclose whether they have
adopted internal policies or guidelines to
limit abusive practices by insiders.

If a new rule requiring additional
disclosure is adopted, it would not be
surprising to see the Staff charge a
company with disclosure violations,
even in cases where the Staff was not
prepared to charge the company's
insiders with securities law violations.”

Better Practices to Consider

Companies can limit opportunities for
their insiders to engage in abusive
practices, and more importantly, to
avoid the appearance of practices that
might be viewed as abusive based

on later developments, by adopting
and enforcing 10b5-1 guidelines that
insiders must follow to establish plans.
Companies should consider the adoption
of guidelines that address the following
items:

e Plan approval. Plans should use
one or more company-approved
templates and should be approved
by the company's general counsel or
compliance officer.

e Cooling-off period. The period of time
between the establishment of a plan
and commencement of sales should
be at least 30 days; some companies
even impose 60 day cooling-off
periods.

e Trading windows. Insiders should
not be allowed to enter into 10b5-1
plans outside of ordinary open trading
windows. Some commentators
recommend that companies permit
their insiders to enter into 10b5-1
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plans only within a single, short
window each year, such as after the
filing of the company’s Annual Report
on Form 10-K. This, the commentators
suggest, would support the insider's
good faith and lack of material non-
public information at the time he or
she enters into the plan.

One insider; one plan. Companies
should prohibit insiders from
entering into multiple, overlapping
10b5-1 plans. Some insiders have
entered into multiple plans with

the intention of terminating one or
more of the plans depending on
how circumstances develop. Such

a practice may fail the good faith
requirements for plan adoption.
Disclosure. Guidelines should call for
prompt disclosure of the adoption of
10b5-1 plans by insiders through a
press release or Current Report on
Form 8-K. As noted previously, some
courts have taken judicial notice of
publicly disclosed 10b5-1 plans to
dismiss insider trading complaints at
the motion to dismiss phase.” If the
plan is not publicly disclosed, the
insider would be unable to present
evidence of the existence of the
10b5-1 plan until a later phase of the
litigation. Although practices vary
with respect to the amount of detail
provided, the disclosure should at
least identify the insider, indicate
the maximum number of shares or
dollar amount of sales covered by
the plan, and state the period during
which sales may be made. Thomsen
also made the point on October 10,
2007 that companies should provide
"symmetrical disclosure.”* In other
words, if a company announces that
insiders have entered into plans,

it probably also should announce
modifications or terminations of the
plans.

Modifications. Guidelines should
provide that modifications cannot be
made other than during open trading
windows, with a minimum 30-day
waiting period before changes take
effect.
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¢ Terminations. Some companies

prohibit terminations of plans other
than during open trading windows.
However, we believe it is more
common for companies to permit
insiders to terminate their 10b5-1
plans at any time but then impose

a 180-day waiting period before a
new 10b5-1 plan can be adopted and
a 30-day waiting period before any
additional trades outside of a plan.
No “fast selling” and no sales outside
of the plan. Guidelines should
encourage insiders to design plans to
cause a number of smaller sales over
time to minimize the appearance of
sales timed with material non-public
information. Insiders also should avoid
sales outside of the plan (especially in
large concentrations of sales during

a short period of time) to strengthen
the affirmative defense provided by
Rule 10b5-1. Some guidelines call for
a minimum and/or maximum plan
duration to address this issue, with the
minimum duration typically being six
to 12 months and the maximum being
two years.

Execution broker. The company
should consider specifying the
execution broker who insiders

must use or require insiders to

obtain company approval of the
broker they intend to use. Use of a
company-specified broker provides
numerous advantages, particularly

if the designated broker is also

the designated broker for option
exercises. For example, use of a
designated broker can expedite

Form 4 filings, provide a consistent
and monitored 10b5-1 plan process,
and facilitate efficient stock option
exercise management. Having the
10b5-1 plan broker be someone other
than the broker at the insider's wealth
management firm will help avoid
appearances of conflicts of interest.
Documentation. The SEC may

soon require insiders to keep
documentation that 10b5-1 plans are
entered into at a time when insiders
are not aware of material non-public



Latham & Watkins | Client Alert

information. Companies should
consider monitoring the adoption
of 10b5-1 plans and mandating
that the company and the insiders
keep plan adoption documentation
that is sufficiently detailed to show
compliance with the Rule.

Conclusion

In sum, 10b5-1 trading plans remain

a viable and permissible mechanism
for insiders to sell stock and diversify
their portfolios. However, to qualify

for the protection afforded by 10b5-1
plans against allegations of insider
trading, the plans must be prepared
and executed within the confines of
Rule 10b5-1. The potential for abuse

of these plans is substantial and the
possibility for the appearance of abuses
in today's environment is even greater,
so companies should consider adopting
guidelines for the adoption of plans by
insiders to minimize the risk of SEC
investigations and very unflattering
and widely disseminated news reports.
Companies and insiders also need to be
prepared to respond to expected SEC
staff enforcement and other activities in
the field which are likely to focus even
more scrutiny on 10b5-1 trading plans.
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